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Market Review

As was the case in 2023, 2024 and 2025, the principal lesson from the first half of 2026 was that remaining invested in
quality risk assets continued to be rewarded. Once again, attempts to time short-term market corrections proved
considerably more difficult than simply staying the course.

Strong corporate earnings, unrelenting investment momentum in artificial intelligence infrastructure, and the underlying
strength of the U.S. economy were sufficiently dominant to overcome challenges from the Iran war, valuation concerns,
and the pantomime on stage in Washington.

There were numerous occasions during the first half of 2026 when record highs in U.S. equities seemed unimaginable.
But by the end of June, the S&P 500 had notched up another 23 record highs and crossed 7,600 for the first time in
history, capping a run of nine straight weekly gains, matching its longest winning streak since 2023." As ever, investors
who bought the dip in H1 fared best. Market weakness proved a buying opportunity, despite periodic pullbacks driven by
shifting expectations about the war's duration and monetary policy.

At the halfway point of the year, the S&P 500 is up 9.6% and the Nasdag 12.8%, while the Dow's first-half performance
was its best since 2021 (+8.9%). The standout U.S. index, though, was the small-cap Russell 2000, up almost 22%, its best
first half since 1991. The Russell benefited from capital rotating out of the most Al-exposed names and into parts of the
market seen as less at risk of an Al valuation air pocket, even as the indices themselves kept climbing.

U.S. equity markets continue showing unyielding resilience.

Market Outlook

The outlook for the rest of 2026 hinges on the same three stories that dominated H1 2026: valuing the risk premia
attached to the Iran war, the Al capex boom, and President Trump's unpredictability.

Sadly, since our June letter, the Iran war risk premium has increased again. It is a disappointing U-turn. For a while, it
looked as though the ceasefire was considerable progress. It looked as though the saga would peter out. We expected a
longer-lasting détente based on the need for economic stability, while we never mistook the 14-point memorandum of
understanding for a comprehensive peace agreement. That said, we expected the Strait of Hormuz to remain reopened,
with the rest of the MoU commitments secondary. Now, we increasingly feel that the open/shut Strait of Hormuz will
become a feature of modern markets, periodically unsettling and leaving a persistently higher risk premium.
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A key question is whether the persistently higher risk premium attached to an unreliable Strait can exist without
precipitating a global recession. So far, the impact of Hormuz has had a mild impact on global growth. We are cautious.
We believe it is still too early to suggest that efficiency drives and other mitigating factors will compensate for lost energy
flows from the Middle East. It could take years for global energy supply chains to adapt to this new norm. Flows through
the Strait of Hormuz had exceeded ten million barrels a day until the latest blockade.” Qil remains the cleanest read on
the Iran re-escalation. Brent has rebounded to over $95 at the time of writing, having fallen to around $71 in early June.

Interest Rates

The outlook for U.S. interest rates is erratic, a bit like the Strait of Hormuz. In June, the U.S. government bond yields
ended the month broadly flat, with the 10-year Treasury yield around 4.49%, and the 2-year around 4.14%. Modest
easing due to weaker jobs numbers was quickly replaced by inflation fears from higher energy prices. Now the 10-year
yield has increased to 4.67%.

Chairman Warsh continues talking tough on achieving the Federal Reserve Bank's 2% inflation target. At the European
Central Bank's forum on Central Banking in Portugal, Chairman Warsh repeated that “prices are too high,” even though
his inflation expectations had eased slightly, leaving bond investors guessing about the timing and extent of Federal
Reserve easing.

Before the latest blockade, falling energy prices and a soft payroll no longer supported a hike, slightly undermining
Chairman Warsh's hawkish rhetoric. The blockade has tilted the debate in favour of a hike again.

For the rest of the summer, we expect the Federal Reserve will remain on hold, with a debate in earnest deferred until
the autumn. By deferring, the Federal Reserve Bank puts the ball squarely in President Trump's court ahead of the mid-
term election in November. The Federal Reserve can point to war to explain rising interest rates.

Longer-term, we believe that Chairman Warsh is focused on the fact that the U.S. Federal Reserve has not met its
inflation target for years, all the while the U.S. government budget deficit is rising, up to ¢.6% today. As a reminder, the
Federal Reserve's inflation target is 2% annual inflation as measured by the Personal Consumption Expenditures (PCE)
price index. The last sustained period when PCE was at or near this 2% target was 2018-2019. Since March 2021,
headline PCE inflation moved above 2% and has remained above the target continuously. The closest it had come to the
target since the pandemic was in 2023, when PCE was 2.2%. As of the end of May, PCE excluding food and energy was
3.4%, above target, and more than five years without returning inflation to its 2% objective. Year-on-year energy goods
and services inflation was 24.3% at the end of May. Lower energy prices were doing some of the Fed's work on the
inflation front, even as the Fed's rhetoric has turned more hawkish, but the latest flare up will reverse that progress.

Mid-term elections (new-ish risk)
We question why President Trump risks rising energy prices so close to the election and why he re-ignited the debate
about election interference. President Trump's continuing erratic behaviour ahead of the mid-terms is unsettling.

The scary version is that President Trump uses the renewed war and unsubstantiated claims about the integrity of the
U.S. election system to postpone, contest, or even try to cancel the upcoming mid-term election. Recent polls suggest
the Democrats are poised to make gains, partly fuelled by the higher cost of living in the U.S. Postponing an election is
easier said than done.

While not our base-case scenario and still a low probability event, it is not far-fetched either. It is unclear how the U.S.
public would react to such shenanigans. The bond market would have no patience for such shenanigans. And as we
always say, the President prides himself on running the U.S. economy at full tilt and is at his most capitulatory when the
market sells off.

The Al trade starts to question its own capex.
Last month we wrote about big tech's shift from capex-light cash machine to capital-hungry infrastructure builder,
funded increasingly by fresh equity rather than free cash flow.

The past three weeks have brought the first real market pushback on that Al infrastructure investment, and it has come
from an unexpected direction: not scepticism about whether the capex will happen, but scepticism about whether all of
it is necessary. Remember, the mantra for the last two years was more, more, more. So, the market was surprised to
hear that Meta has enough.
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On 30 June, Meta jumped almost 9% after announcing it would launch a cloud computing business and begin selling
excess compute capacity to other customers. It sounded like good news: more revenue, more monetisation, but read
the other way, it is Meta admitting it has built more Al infrastructure than it currently needs for its own workloads.

By 2 July, the latter narrative had taken hold: Meta fell around 5% as investors concluded that a hyperscaler selling its
spare capacity is, at the margin, a hyperscaler conceding its capex has outrun its own demand.’

The same day, chip and equipment names most levered to the Al infrastructure build, Micron, Applied Materials, AMD, all
sold off hard on the read-through.

Layered on top is the news that OpenAl is in early discussions to hand the U.S. government a 5% equity stake. The
soundings follow release controls on Anthropic and OpenAl. Whatever one makes of the motive, a government-adjacent
Al sector with an equity stake in the outcome is a new variable for a market that has spent three years pricing this sector
as a pure private-sector growth story. Two and a half centuries on (4™ of July 2026 was America's semiquincentennial
anniversary; there's a word that | promise never to use again), a country founded partly on a tax revolt is debating
whether to hand a slice of its most valuable private companies to the same government it once seceded from. What
would the Founding Fathers say?

Let us not suggest it is the end for the Al capex cycle. Hyperscalers' capex is still heading for more than USD 725 billion in
2026, and demand for compute exceeds supply.

But the market is now prepared to sell first and ask questions later when a hyperscaler admits to having built too much
capacity; that tells us something about how stretched positioning has become in the most crowded corner of the
market. It is the first time in this cycle that "too much capex" rather than "not enough capex" has moved a share price.
Despite another impressive first half for risk assets, markets appear increasingly dependent on political outcomes and a
narrow set of structural growth themes. The longer 2026 progresses, the more noticeable the nervous undercurrent
beneath the surface.

One man can calm it all.

Have a drama-free month.

Holiday next month, back in September.

Kind regards,

Conor Spencer.

July 2026.

Source Data: ICM, Bloomberg as of 30 June, 2026.
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500 is putting up some impressive stats.
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